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holder’s basis in the bond for purposes
of these sections may differ from the
holder’s basis for determining gain or
loss on the sale or exchange of the
bond.

(1) Determination of basis—(i) In gen-
eral. In general, the holder’s basis in
the bond is the holder’s basis for deter-
mining loss on the sale or exchange of
the bond.

(ii) Bonds acquired in certain ex-
changes. If the holder acquired the bond
in exchange for other property (other
than in a reorganization defined in sec-
tion 368) and the holder’s basis in the
bond is determined in whole or in part
by reference to the holder’s basis in the
other property, the holder’s basis in
the bond may not exceed its fair mar-
ket value immediately after the ex-
change. See paragraph (f) Example 1 of
this section. If the bond is acquired in
a reorganization, see section
171(b)(4)(B).

(iii) Convertible bonds—(A) General
rule. If the bond is a convertible bond,
the holder’s basis in the bond is re-
duced by an amount equal to the value
of the conversion option. The value of
the conversion option may be deter-
mined under any reasonable method.
For example, the holder may deter-
mine the value of the conversion op-
tion by comparing the market price of
the convertible bond to the market
prices of similar bonds that do not
have conversion options. See paragraph
(f) Example 2 of this section.

(B) Convertible bonds acquired in cer-
tain exchanges. If the bond is a convert-
ible bond acquired in a transaction de-
scribed in paragraph (e)(1)(ii) of this
section, the holder’s basis in the bond
may not exceed its fair market value
immediately after the exchange re-
duced by the value of the conversion
option.

(C) Definition of convertible bond. A
convertible bond is a bond that pro-
vides the holder with an option to con-
vert the bond into stock of the issuer,
stock or debt of a related party (within
the meaning of section 267(b) or
707(b)(1)), or into cash or other prop-
erty in an amount equal to the approx-
imate value of such stock or debt.

(2) Basis in bonds held by certain trans-
ferees. Notwithstanding paragraph
(e)(1) of this section, if the bond is
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transferred basis property (as defined
in section 7701(a)(43)) and the trans-
feror had acquired the bond at a pre-
mium, the holder’s basis in the bond
is—

(i) The holder’s basis for determining
loss on the sale or exchange of the
bond; reduced by

(ii) Any amounts that the transferor
could not have amortized under this
paragraph (e) or under §1.171-4(c), ex-
cept to the extent that the holder’s
basis already reflects a reduction at-
tributable to such nonamortizable
amounts.

(f) Examples. The following examples
illustrate the rules of this section:

Example 1. Bond received in liquidation of a
partnership interest—(i) Facts. PR is a partner
in partnership PRS. PRS does not have any
unrealized receivables or inventory items as
defined in section 751. On January 1, 1998,
PRS distributes to PR a taxable bond, issued
by an unrelated corporation, in liquidation
of PR’s partnership interest. At that time,
the fair market value of PR’s partnership in-
terest is $40,000 and the basis is $100,000. The
fair market value of the bond is $40,000.

(ii) Determination of basis. Under section
732(b), PR’s basis in the bond is equal to PR’s
basis in the partnership interest. Therefore,
PR’s basis for determining loss on the sale or
exchange of the bond is $100,000. However, be-
cause the distribution is treated as an ex-
change for purposes of section 171(b)(4), PR’s
basis in the bond is $40,000 for purposes of
this section and §§1.171-2 through 1.171-5. See
paragraph (e)(1)(ii) of this section.

Example 2. [Reserved] For further guidance,
see §1.171-1T(f) Example 2.

[T.D. 8746, 62 FR 68177, Dec. 31, 1997, as
amended by T.D. 9533, 76 FR 39280, July 6,
2011]

§1.171-1T Bond premium (temporary).

(a) through (f) Example 1 [Reserved]
For further guidance, see §1.171-1(a)
through (f) Example 1.

Example 2. Convertible bond—((i) Facts. On
January 1, 2012, A purchases for $1,100 B cor-
poration’s bond maturing on January 1, 2015,
with a stated principal amount of $1,000, pay-
able at maturity. The bond provides for un-
conditional payments of interest of $30 on
January 1 and July 1 of each year. In addi-
tion, the bond is convertible into 15 shares of
B corporation stock at the option of the
holder. On January 1, 2012, B corporation’s
nonconvertible, publicly-traded, three-year
debt of comparable credit quality trades at a
price that reflects a yield of 6.75 percent,
compounded semiannually.
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(ii) Determination of basis. A’s basis for de-
termining loss on the sale or exchange of the
bond is $1,100. As of January 1, 2012, dis-
counting the remaining payments on the
bond at the yield at which B’s similar non-
convertible bonds trade (6.75 percent, com-
pounded semiannually) results in a present
value of $980. Thus, the value of the conver-
sion option is  $120. Under §1.171-
1(e)(1)({ii)(A), A’s basis is $980 ($1,100 —$120)
for purposes of §§1.171-1 through 1.171-5. The
sum of all amounts payable on the bond
other than qualified stated interest is $1,000.
Because A’s basis (as determined under
§1.171-1(e)(1)(iii)(A)) does not exceed $1,000, A
does not acquire the bond at a premium.

(iii) Effective/applicability date. This
Example 2 applies to bonds acquired on
or after July 6, 2011.

(g) Expiration date. The applicability
of this section expires on or before July
1, 2014.

[T.D. 9533, 76 FR 39280, July 6, 2011]

§1.171-2 Amortization of bond pre-
mium.

(a) Offsetting qualified stated interest
with premium—(1) In general. A holder
amortizes bond premium by offsetting
the qualified stated interest allocable
to an accrual period with the bond pre-
mium allocable to the accrual period.
This offset occurs when the holder
takes the qualified stated interest into
account under the holder’s regular
method of accounting.

(2) Qualified stated interest allocable to
an accrual period. See §1.446-2(b) to de-
termine the accrual period to which
qualified stated interest is allocable
and to determine the accrual of quali-
fied stated interest within an accrual
period.

(3) Bond premium allocable to an ac-
crual period. The bond premium allo-
cable to an accrual period is deter-
mined under this paragraph (a)(3).
Within an accrual period, the bond pre-
mium allocable to the period accrues
ratably.

(1) Step ome: Determine the holder’s
yield. The holder’s yield is the discount
rate that, when used in computing the
present value of all remaining pay-
ments to be made on the bond (includ-
ing payments of qualified stated inter-
est), produces an amount equal to the
holder’s basis in the bond as deter-
mined under §1.171-1(e). For this pur-
pose, the remaining payments include
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only payments to be made after the
date the holder acquires the bond. The
yield is calculated as of the date the
holder acquires the bond, must be con-
stant over the term of the bond, and
must be calculated to at least two dec-
imal places when expressed as a per-
centage.

(ii) Step two: Determine the accrual pe-
riods. A holder determines the accrual
periods for the bond under the rules of
§1.1272-1(b)(1)(ii).

(iii) Step three: Determine the bond pre-
mium allocable to the accrual period. The
bond premium allocable to an accrual
period is the excess of the qualified
stated interest allocable to the accrual
period over the product of the holder’s
adjusted acquisition price (as defined
in paragraph (b) of this section) at the
beginning of the accrual period and the
holder’s yield. In performing this cal-
culation, the yield must be stated ap-
propriately taking into account the
length of the particular accrual period.
Principles similar to those in §1.1272—
1(b)(4) apply in determining the bond
premium allocable to an accrual pe-
riod.

(4) Bond premium in excess of qualified
stated interest—(i) Taxable bonds—(A)
Bond premium deduction. In the case of
a taxable bond, if the bond premium al-
locable to an accrual period exceeds
the qualified stated interest allocable
to the accrual period, the excess is
treated by the holder as a bond pre-
mium deduction under section 171(a)(1)
for the accrual period. However, the
amount treated as a bond premium de-
duction is limited to the amount by
which the holder’s total interest inclu-
sions on the bond in prior accrual peri-
ods exceed the total amount treated by
the holder as a bond premium deduc-
tion on the bond in prior accrual peri-
ods. A deduction determined under this
paragraph (a)(4)(i)(A) is not subject to
section 67 (the 2-percent floor on mis-
cellaneous itemized deductions). See
Example 1 of §1.171-3(e).

(B) Carryforward. If the bond pre-
mium allocable to an accrual period
exceeds the sum of the qualified stated
interest allocable to the accrual period
and the amount treated as a deduction
for the accrual period under paragraph
(a)(4)(A)(A) of this section, the excess is
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